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HILE waiting to determine the Texas Legislature's 1997

/

choices for tax reform, taxpayers found both victory and defeat
in judicial and comptroller decisions.
I. SALES TAX

A. APPLICATION OF THE TAX
Particularly notable during the Survey period were the significant taxpayer victories at the courthouse that successfully challenged aspects of
the manufacturing exemption.' In Sharp v. Tyler Pipe Industries,2 the
* B.A., Loyola University; M.A., University of Dallas; J.D., Southern Methodist
University. Partner, Hughes & Luce, L.L.P., Dallas, Texas.
** B.B.A., J.D., Baylor University. Partner, Hughes & Luce, L.L.P., Dallas, Texas.
*** B.B.A., J.D., LL.M. Taxation, Southern Methodist University. Attorney at Law,
Hughes & Luce, L.L.P., Dallas, Texas.
1. See TEX. TAX CODE ANN. § 151.318 (Vernon 1992 & Supp. 1997).
2. 919 S.W.2d 157 (Tex. App.-Austin 1996, writ denied).
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court of appeals reviewed a case involving the "one-step-removed" exclusion to the manufacturing exemption. 3 In Tyler Pipe, the taxpayer requested a refund of sales tax paid on certain equipment used to make
sand molds which the taxpayer used in manufacturing cast-iron pipe and
fittings. 4 The appeals court characterized the sole issue as whether the
mold-making equipment was "used ... in or during the actual manufacturing" as required by Tax Code section 151.318. 5 The Comptroller urged
the court to differentiate between "actual manufacturing" and "manufacturing," requiring a direct contact with the finished product in order to
qualify as "actual manufacturing" and, thus, be exempt. 6 The court declined to follow the Comptroller's interpretation and determined that because each sand mold could only be used once, the mold-making
equipment had a direct relationship to the production process. 7 The
court found the production of sand molds by the mold-making equipment
to be an early stage in the actual manufacturing of cast-iron pipe fittings
and therefore qualified for the exemption. 8 In reviewing similar exemptions that have been interpreted in other jurisdictions, the court noted

that the Texas statute, unlike a similar statute in Ohio 9 on which the

Comptroller relied, does not require that equipment be used "directly" in
manufacturing in order to qualify for exemption. 10 The court held that
Tyler Pipe "conclusively demonstrated that its mold-making equipment is
used in the 'actual manufacturing' of cast-iron pipe and fittings" and thus
was entitled to the sales tax exemption."
In Sharp v. Chevron Chemical Co.,12 taxpayers marked another signifi-

cant victory at the courthouse regarding the intraplant transportation ex3. See TEX. TAX CODE ANN. § 151.318(a)(2) (Vernon 1992) (providing an exemption
for property "used or consumed in or during the actual manufacturing, processing, or
fabrication"). The Comptroller interprets this provision as a restriction on the manufacturing exemption only for equipment used directly in the manufacturing process and in response, denied the exemption for equipment used in a process one-step removed from the
actual process.
4. At the administrative level, the judge denied the refund and held that the moldmaking equipment and machinery were one-step removed from the manufacturing process
and, thus, were taxable. See Tex. Comp. Pub. Acc'ts, Hearing No. 27,971 (Mar. 8, 1993),
1993 Tex. Tax LEXIS 83, at *13. The district court granted summary judgment in favor of
Ty~ler Pipe. "Tyler Pipe Indus. v. Sharp, No. 9307993 (126th Dist. Ct., Travis County, Tex.,
July 19, 1994).
5. Tyler Pipe, 919 S.W.2d at 159; TEX. TAX CODE ANN. § 151.318 (Vernon 1992).
6. The court examined the legislative intent of the manufacturing exemption and
found that the Comptroller's construction of this issue "would tend to thwart, not further,
the legislature's intent." Tyler Pipe, 919 S.W.2d at 162.
7. Id.at 160.
8. Id.
9. See OHIo REV. CODE ANN. § 5739.01(E)(2) (Baldwin 1996). The Comptroller as-

serted that there exists a split among jurisdictions construing similar statutes between those
states adopting the "integrated plant theory" and those following the "physical change
rule." The court acknowledged the varying interpretations among the states, but for purposes of this case found it was unnecessary to formally adopt the "integrated plant theory."
Tyler Pipe, 919 S.W.2d at 163.
10. Tyler Pipe, 919 S.W.2d at 162.
11. Id. at 163.
12. 924 S.W.2d 429 (Tex. App.-Austin 1996, writ denied).
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This case centered on

Chevron's purchase of extensive piping for use in the polyethylene manufacturing process. The Comptroller conceded that the piping qualified
under the requirements of "actual manufacturing," but argued that the
piping was excluded from the manufacturing exemption as intraplant

transportation. 14 The court concluded that because the Comptroller con-

ceded the piping was necessary to actual manufacturing, the issue was no
longer governed by the rule of strict construction for exemptions; there-

fore, the burden of proof shifted to the Comptroller to prove that the
piping was excluded from the manufacturing exemption as intraplant

transportation.' 5 Though the Comptroller attempted to analogize the piping to a conveyor belt (which has historically been excluded from exemption as intraplant transportation), the court found a better analogy was to

view the piping as one part of a large, integrated plant, best characterized
as a single machine. 16 As a result, the 7court held that the piping qualified
under the manufacturing exemption.'

In a case considering an exclusion from the sales tax base, the Austin
Court of Appeals, in ADP Credit Corp. v. Sharp,1 8 examined the meaning
of the statutory term "separately identified" as used in section
151.007(c)(4) of the Tax Code. 19 ADP leased equipment under financing
leases that identified the acquisition cost of the equipment, sales tax,
monthly lease payment, lease term, and purchase price at the end of the
lease term, but the leases did not, as the Comptroller asserted, separately
identify the interest rate or the amount of interest paid. ADP argued that
it had separately identified the interest component and complied with the
statute in that the customer could calculate the amount of interest pay13.

TEX. TAX CODE ANN.

§ 151.318(c)(2) (Vernon 1992) specifically excludes intra-

plant transportation equipment from the manufacturing exemption. Though there is no
statutory definition of intraplant transportation, numerous comptroller decisions have addressed what type of equipment qualifies as intraplant transportation. See, e.g., Tex. Comp.
Pub. Acc'ts, Hearing No. 29,287 (Dec. 7, 1992), 1992 Tex. Tax LEXIS 403 (in-line conveyors); Tex. Comp. Pub. Acc'ts, Hearing No. 28,723 (Aug. 31, 1992), 1992 Tex. Tax LEXIS
204 (conveyors in assembly line); Tex. Comp. Pub. Acc'ts, Hearing No. 28,900 (July 21,
1992), 1992 Tex. Tax LEXIS 212 (cranes, man-lifts and winches); Tex. Comp. Pub. Acc'ts,
Hearing No. 28,700 (July 15, 1992), 1992 Tex. Tax LEXIS 203 (towveyor and conveyor
equipment); Tex. Comp. Pub. Acc'ts, Hearing No. 19,986 (Jan. 28, 1987), 1987 Tex. Tax
LEXIS 827 (cranes).
14. See TEX. TAX CODE ANN. § 151.318(c)(2), (g) (Vernon 1992 & Supp. 1997).
15. Chevron Chemical, 924 S.W.2d at 432. The court noted and accepted as reasonable
the Comptroller's definition of intraplant transportation as encompassing any item that has
no other purpose than use for intraplant transportation. Id. The court then held that undisputed expert testimony clearly demonstrated that intraplant transportation was not the
sole purpose of the piping at issue in the present case. Id. at 433.
16. Id.
17. Id.
18. 921 S.W.2d 490 (Tex. App.-Austin 1996, writ denied).
19. TEX. TAX CODE ANN. § 151.007(c)(4) (Vernon 1992) (providing, with respect to
conditional or deferred payment sales, if finance charges are separately identified to a customer, then such charges are not included in the sales price and, thus, tax is not due on
such receipts). See also 34 TEX. ADMIN. CODE § 3.294(d)(7) (West 1996) (providing that
interest charges under a financing lease will be taxable unless the rate of interest or the
actual interest charged is separately stated).
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ments by simple arithmetic because all of the relevant variables were
identified on the face of the lease. However, because ADP's lease contracts did not contain a separate line-item for the interest rate or the interest paid, the court concluded that, based on the plain meaning of the
statue, ADP failed to separately identify the interest component of the

20
finance leases and, therefore, such charges were subject to sales tax.
The Comptroller addressed the minimum level of contacts necessary to

establish a nexus with Texas for sales and use tax collection in Decision
34,536.21 In that decision, the taxpayer was a music store that operated a
nationwide mail-order business. The taxpayer argued that although it delivered (for free) about half of the purchases by Texas residents by com-

pany truck, these deliveries were de minimis (approximately once a
month), and the taxpayer should not be considered a retailer engaged in
business in Texas under section 151.107 of the Tax Code.2 2 Though recognizing that it is not altogether clear from the United States Supreme
Court's holding in Quill Corp. v. North Dakota,2 3 the administrative law

judge determined that even if the taxpayer's deliveries were less frequent
than once a month, the nexus requirements would still be met.2 4 The
taxpayer's physical presence in the state was held to have been established by the delivery of merchandise in company trucks by taxpayer's
personnel.
During the Survey period, the Comptroller addressed numerous taxpayer issues regarding taxable services. 25 In Decision 29,276, the administrative law judge rejected the Tax Division's attempt to combine

separate non-taxable and taxable transactions into an overall taxable service.26 In that case, the taxpayer provided backhoe services for pipeline
companies to dig up leaking pipelines for inspection or repair (an unrelated party performed the taxable repair services). The Tax Division asserted that the backhoe services were taxable real property repairs
because the backhoe services were a part of, and were involved in, the
20. ADP Credit Corp., 921 S.W.2d at 493.
21. Tex. Comp. Pub. Acc'ts, Hearing No. 34,536 (May 13, 1996), 1996 Tex. Tax LEXIS
306.
22. See TEx. TAX CODE ANN. § 151.107 (Vernon 1992). The administrative law judge
noted that the taxpayer's contact with Texas also included mailing flyers to Texas residents.
1996 Tex. Tax LEXIS 306, at *12
23. 504 U.S. 298 (1992) (holding that a mail-order business does not need physical
presence in a state in order to permit a state, consistent with due process requirements, to
require the business to collect use tax from its in-state customers, but physical presence in a
state is required for a business to have a substantial nexus with the taxing state as required
by the commerce clause).
24. The administrative law judge found that the taxpayer's activities in Texas were far
above and beyond the mail-order solicitation addressed in the Supreme Court cases of
Quill or National Bellas Hess, Inc. v. Department of Revenue. See Quill, 504 U.S. 298;
Bellas Hess, 386 U.S. 753 (1967), overruled in part by Quill, 504 U.S. 298 (1992).
25. In Tex. Comp. Pub. Acc'ts, Hearing Nos. 32,860, 32,861 (Sept. 13, 1996), 1996 Tex.
Tax LEXIS 573, relating to amusement services, the Comptroller confirmed that some service or membership benefit must be provided to justify imposition of the sales tax.
26. Tex. Comp. Pub. Acc'ts, Hearing No. 29,276 (Mar. 20, 1996), 1996 Tex. Tax LEXIS
222.
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overall repair of the property. 2 7 The administrative law judge disagreed
with the Tax Division and declined to collapse separate non-taxable services performed by unrelated providers with subsequent taxable service
28
transactions.
Telecommunications decisions continue to evidence the Comptroller's
expansive view of telecommunications services. Interestingly, the Tax Division argues that the statutory reference to "telecommunications services" is "clear, unambiguous and unequivocal." '29 For example, Decision
30,078 focused on "data management transfer services and the monthly
flat-rate services" provided by the taxpayer. 30 As the taxpayer explained,
the Federal Communications Commission did not regulate the particular
services at issue, and the services were apparently well beyond the types
of services the Texas Legislature had in mind when it transferred telephone services from the gross receipts tax base to the sales tax base in
1985. The administrative law judge concluded, however, that the statutory phrase "now in existence or that may be devised" in Tax Code section 151.0103 "does provide compelling evidence that the Legislature
intended to cover a broad spectrum of services performed in the electronic or electrical transmittal of data as contended by the Tax
Division."31
Several recent interpretations concerning Internet access illustrate the
complexity (and confusion) involved in determining what constitutes telecommunication services for sales and use tax purposes. 32 Letters and informational rulings also contribute to the confusion, especially with
27. The decision noted that the Tax Division was seeking to overturn prior comptroller
decisions that held that the taxability of oilfield services provided by different service providers should be determined individually. Specifically, the Tax Division was attempting to
rely on the "essence of the transaction" doctrine to argue that a service transaction should
be viewed as a series of inseparable events for tax purposes, so that the respective services
performed by different service providers should be viewed as a single transaction.
28. See also Tex. Comp. Pub. Acc'ts, Hearing No. 27,967 (Oct. 14, 1992), 1992 Tex. Tax
LEXIS 369 (finding that services provided by backhoe companies and vacuum truck companies, although necessary and essential to the welding services to close taxpayer's pipeline
leaks, were not taxable services).
29. See, e.g., Tex. Comp. Pub. Acc'ts, Hearing No. 30,078 (Aug. 1, 1996), 1996 Tex. Tax
LEXIS 440, at *15.
30. Id. at *4.

31. Id. at *18; TEX. TAX CODE ANN. § 151.0103 (Vernon 1992). See Ltr.
9605L1409F11, TAX POLIcY NEWS, Sept. 1996, at 4, in which the Comptroller addressed
the application of sales tax to services provided by a taxpayer that manufactured, sold and
monitored a personal security and vehicle-tracking device. The Comptroller found that
installing and monitoring the tracking device was a taxable security service; charges for
information, such as directions or hotel availability were taxable information services; and
activating electronic vehicle locks, horns, or lights were taxable telecommunications services if the transmission originated in Texas. See also Tex. Comp. Pub. Acc'ts, Hearing No.
24,610 (Sept. 18, 1989), 1989 Tex. Tax LEXIS 197 (computerized answering services were
taxable telecommunications services); Tex. Comp. Pub. Acc'ts, Hearing No. 23,449 (Mar.
17, 1989), 1989 Tex. Tax LEXIS 64 (rentals of radio tower repeaters were taxable); Tex.
Comp. Pub. Acc'ts, Hearing No. 30,273 (Feb. 28, 1994), 1994 Tex. Tax LEXIS 84 (telegram
and telegraph services were taxable telecommunications services).
32. The taxpayer in Tex. Comp. Pub. Acc'ts, Hearing No. 32,271 (July 30, 1996), 1996
Tex. Tax LEXIS 410 received at least some relief; the Comptroller waived both penalties
and interest based on a finding that the Comptroller employees had misinformed the tax-
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respect to changes in policy concerning certain Internet type services and
access charges. 33 The Comptroller recently addressed the application of
34
sales tax to numerous service fees related to Internet service providers.
In the Comptroller's view, providing server space to clients is considered
a taxable data processing service and a monthly service fee, as well as a

set up fee, are treated as services in connection with the provision of data

processing services and, thus, are taxable. 35 In addition, a fee for addi-

tional disk space, charges for scanning photographs and documents and 36a
secure server fee have also been viewed as taxable data processing.
Similarly, with respect to an information service company that allows customers to directly download information after their credit cards have
been accepted, the Comptroller considers the information to be "picked
up" at the server location, and if that location is in Texas, Texas sales tax
is applicable. 37 In another letter ruling, the Comptroller found that a taxpayer providing an Internet dating service, which included a data base of
interested persons and charged a fee for individuals to access the data,
38
was providing a taxable information service.

During the Survey period the Comptroller addressed several cases
seeking to clarify what qualifies as non-taxable new construction. 39 Deci40
sion 29,731 examined the taxability of work performed on a pipeline.
The taxpayer operated a common carrier pipeline and entered into a con-

payer, including by providing inaccurate written materials regarding telecommunication
services.
33. E.g., the Comptroller has concluded that for purposes of the Telecommunications
Infrastructure Fund (TIF), services provided by Internet access companies are not telecommunications services, but are information services; therefore Internet access providers
are not subject to the TIF assessment, but are still subject to sales tax, See Ltr.
9606L1414A06 (June 21, 1996); see also TAX POLicy NEWS, July 1996, at 1. This is a
change in position for the Comptroller, who originally had advised that such services were
subject to the TIF assessment. Internet services providers that have remitted the TIF assessment on such services may request a refund of such amounts. Ltr. 9606L1414A06
(June 21, 1996).
34. See Ltr. 9605L1411A03 (May 22, 1996).
35. Id.

36. Id.; see also Ltr. 9604L1408B01 (Apr. 4, 1996) (charges for providing continuing
education and testing via the Internet are not subject to sales tax; charges by the Internet
service provider for maintaining the web page and any separate charge for processing student data is taxable data processing); Ltr. 9602L1396F06 (Feb. 29, 1996) (providing customers access to the Internet is a taxable telecommunications service; charges to get
information off the Internet (down load) is a taxable information service; charging fees to
list information on an Internet page is taxable data processing); Ltr. 9512L1386B04 (Dec.
21, 1995) (charge to maintain a customer's advertisement or scan of customer's data is
taxable data processing); Ltr. 9501L1335A01 (Jan. 25, 1995) (charges for advertising space
on the bulletin board are not taxable).
37. Ltr. 9601L1389G04, TAX POLICY

NEWS,

Nov. 1996, at 3.

38. Ltr. 9610L1436A02, TAX POLICY NEWS, Nov. 1996, at 3. The Comptroller did indicate that customers outside of Texas may give exemption certificates in lieu of the tax on
the service.
39. See 34 TEX. ADMIN. CODE § 3.357 (West 1996).
40. Tex. Comp. Pub. Acc'ts, Hearing No. 29,731 (Mar. 20,1996), 1996 Tex. Tax LEXIS
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tract to replace or repair certain sections of the pipeline. 4 1 Observing that
this case was one of first impression, the administrative law judge reviewed several comptroller letter responses to taxpayers dealing with similar issues, as well as memoranda to comptroller audit employees. Based

on the review of these materials, the administrative law judge determined
that the Comptroller has consistently taken the position that the replacement of portions of an existing underground pipeline by the laying of new
pipe in a new ditch curved to tie into the old pipeline is non-taxable new
construction. 42 The administrative law judge held that the taxpayer's
pipeline replacement work constituted new construction of real
43
property.

In Decision 31,694, 44 the administrative law judge held that replacement of concrete slabs by completely removing the old slabs, leaving
nothing but original dirt and subsoil, and then installing new slabs at the
same physical location is taxable remodeling under Rule 3.357, which defines "remodeling" to include replacement. 45 The administrative law
judge also found that the installation of groundbeds, which did not be-

come permanently incorporated into real property,
was taxable as real
46
property replacement, a form of remodeling.

Decision 32,95647 addressed several new construction issues faced by a
48

country club. One issue involved construction done on tennis courts.

41. Most of the replacements of the pipeline sections were done by digging a new ditch
three to ten feet away from the existing pipeline, laying the new replacement pipeline in
the new ditch, taking the old pipeline out of service, uncovering the sections to be replaced,
welding the new replacement sections to the old pipeline sections that were to remain in
service, and then removing the old, replaced pipeline sections and refilling the ditch where
the removed sections had been located.
42. Importantly, the administrative law judge specifically rejected the conclusion of a
1993 comptroller letter response to a taxpayer that a similar service was taxable repair or
remodeling. In fact, the administrative law judge stated that the factual situation presented
in the 1993 letter was "near-identical to that presented in the instant case." 1996 Tex. Tax
LEXIS 221, at *18.
43. Id. at *21.
44. Tex. Comp. Pub. Acc'ts, Hearing No. 31,694 (Mar. 12, 1996), 1996 Tex. Tax LEXIS
212.
45. 34 TEX. ADMIN. CODE § 3.357(a)(8) (West 1996). Because the slabs at issue were
part of a whole surface and represented less than four percent of the total area covered by
concrete, the administrative law judge did not find them to be separate improvements.
1996 Tex Tax LEXIS 212, at *4. In addressing the fact that the replacement involved only
four percent of the whole concrete area, the administrative law judge stated "[hiow much
greater a percent would be required for it to become new construction is not easily answered, except that such a percentage does assuredly exist." Id. at *4-5.
46. 1996 Tex. Tax. LEXIS 212, at *7.
47. Tex. Comp. Pub. Acc'ts, Hearing No. 32,956 (Mar. 6, 1996), 1996 Tex Tax LEXIS
130.
48. The work on the tennis courts was described as follows:
The existing courts were dismantled, leaving only a caliche base and several
inches of asphalt ... ; [slix to twelve inches of sand fill was placed on top of
the old court's surface; [c]ables were placed in the next layer [and] concrete
poured on top...; [four] coat acrylic surface was placed over the cured concrete and painted with lines; old fence mesh was placed on fence poles; [and]
new stronger light poles and lights were placed in about the same location as
the old poles and lights.
Id. at *4.
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The administrative law judge addressed the threshold question of
whether the improvement to realty was the entire tennis courts or the
individual parts and concluded that the improvement to realty was to the
entire tennis courts. 49 The administrative law judge held that the Tax Division met its prima facie burden of establishing that the services were
taxable by presenting evidence that the original base of the old tennis
courts was left in place and was part of the base of the new courts, and
that the taxpayer did not present sufficient evidence to prove that the

work was new construction. 50 The taxpayer also had construction work

done on an artificial lake to add some square footage and to surround the

lake with a concrete retaining wall to prevent further erosion and to improve irrigation. The Tax Division asserted that the charges were for taxable real property repair and remodeling, and that any charges for new
construction, such as the extra square footage added, were not separately
identified and, thus, the entire charges were presumed to be taxable. The
administrative law judge agreed with the Tax Division that the taxpayer
did not present evidence to prove the percentage of the total charges that
were non-taxable services and, therefore, failed to overcome the pre51
sumption of taxability.
Another interesting decision that focused on the issue of new construction addressed work performed on a cable television transmission system. 52 The Tax Division argued that the multi-year period required for
building the new system, which was, according to the Tax Division, "func-

tionally no different from the old cable system," could not be new con-

struction. 53 As the administrative law judge correctly noted, the Tax

Division's theory would mean that a complete replacement could never
constitute new construction if the improvement remained useable during

progress-at-work. As the judge observed:
The distinction between rendering a structure unusable while it is
being completely replaced and maintaining a level of usefulness by
conducting the work in phases is not articulated as a basis for determining whether work is repair or remodeling in the statute, the rules

or any hearings 54decision cited by the Tax Division, and is not supported by logic.

49. Id. at *7.
50. Id. at *9-10.
51. Id. at *15. See Tex. Comp. Pub. Acc'ts, Hearing No. 29,462 (Jan. 23, 1996), 1996
Tex. Tax LEXIS 66, in which the Comptroller found that the taxpayer's submission of
affidavits, a bid sheet and a building plan were sufficient to support its claim that a portion
of the total charge on a construction contract related to new construction, a non-taxable
service.
52. Tex. Comp. Pub. Acc'ts, Hearing No. 30,764 (July 10, 1996), 1996 Tex. Tax LEXIS
390. The administrative law judge noted that the definition of new construction and remodeling in 34 TEX. ADMIN. CODE § 3.357 (West 1996) are far more helpful when the
subject of the work is a building rather than when the improvements in question are performed on non-building structures, such as the cable television transmission systems at
issue in this decision. 1996 Tex. Tax LEXIS 390, at *11.
53. 1996 Tex. Tax LEXIS 390, at *13.
54. Id. at *14. Although the taxpayer did not prevail on all of the dollars at issue, the
decision is noteworthy for its adoption of a reasonable approach instead of the Tax Divi-
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Decision 28,92955 was one of several decisions to address the distinction between maintenance services and remodeling or repairs. In this decision, the replacement of electrical poles used to hold transmission lines
was taxable as a repair or remodeling of the poles. The administrative

law judge rejected the taxpayer's argument that the replacement of the
poles was the maintenance of real property and thus excluded from sales
tax, on the ground that the services were not performed on a scheduled,

periodic basis as required by the rule.56 In addition, the poles were replaced only as needed. The administrative law judge concluded that the

time of replacement was not "scheduled" and that because the replacements were not predictable, they were not "periodic.

' 57

The taxpayer's

claim that the replacement of the poles was non-taxable new construction
58
was also rejected.

In a case that overlaps both real property services and burden of proof
issues, Decision 31,605 addressed waste disposal pumping services for car
wash pits, felt pits, oil pits and anti-freeze holding tanks. 59 At the conclu-

sion of the oral hearing and original post-hearing submissions, the administrative law judge held that the services at issue appeared to fall within
comptroller's Rule 3.356(a)(4) definition of garbage or other solid waste
removal. 60 Noting that the case was one of first impression, the proposed
decision concluded that the Tax Division had met its prima facie burden
of showing that certain of the petitioner's services constituted taxable real
property services because they involved the removal or collection of
waste resulting from commercial operations. 6 1 However, on taxpayer exceptions, the administrative law judge considered carefully the taxpayer's
point that the Tax Division had the burden of proving not only that the
solid waste removal was involved, but also that the materials involved

sion's all-or-nothing approach. The Tax Division had insisted that an entire cable system
for a city must be replaced in order for there to be new construction.
55. Tex. Comp. Pub. Acc'ts, Hearing No. 28,929 (Mar. 7, 1996), 1996 Tex. Tax LEXIS
201.
56. Id. at *7.See 34 TEX. ADMIN. CODE § 3.357(a)(4) (West 1996) (defining mainte-

nance on real property as "scheduled, periodic work necessary to sustain or support safe,
efficient, continuous operations").
57. 1996 Tex. Tax LEXIS 201, at *7.The administrative law judge recognized that the
taxpayer appeared to have an inspection of the poles on a scheduled or periodic basis, but

only two or three percent of the poles inspected were actually replaced, and the judge
concluded that the rate of replacement did not represent scheduled, periodic maintenance
of the system. Id.

58. Id. at *10. The administrative law judge determined this case was governed by

Tex. Comp. Pub. Acc'ts, Hearing No. 27,509 (Jan. 20, 1993), 1993 Tex. Tax LEXIS 1, which

held that the transformation of an electrical utility's existing distributing system to a transmission system was a taxable remodeling because the end result was a rebuilt structure
which continued to function as an electrical power line. 1996 Tex. Tax LEXIS 201, at *7.
59. Tex. Comp. Pub. Acc'ts, Hearing No. 31,605 (Aug. 12, 1996), 1996 Tex. Tax LEXIS

433.
60. Id. at *12; 34 TEX. ADMIN. CODE § 3.356(a)(4) (West 1996).
61. 1996 Tex. Tax LEXIS 433, at *12-13.
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were not hazardous waste. 62 The administrative law judge therefore reversed his prior holding and held in favor of the taxpayer in the final
63
decision.

As in prior Survey periods, taxpayers are still seeking clarity in the area
of exemptions, including occasional sales. In Decision 33,84864 the taxpayer argued that its purchase of television broadcasting equipment was
an occasional sale and, thus, exempt from sales tax.65 The taxpayer
claimed that its purchase of the equipment represented a portion of the

seller's sale (through an agent) of the entire operating assets of its business to the taxpayer. The administrative law judge found that, based on
the contract language, the taxpayer did not purchase the entire operating
assets of the seller. 66
During the Survey period, several comptroller decisions addressed var-

ious aspects of the manufacturing exemption. 67 In Decision 33,975,68 the

Comptroller examined the definition of "processing" under Rule 3.300

relating to manufacturing. 69 This decision involved a taxpayer who
purchased second and third quality fabric materials and transformed the

materials into first quality fabric by inspecting, cutting and removing the

flawed and defective portions. 70 The Tax Division argued that the char62. This conclusion was based on the definition in Rule 3.356(a)(4) which excludes
from the definition of garbage or other solid waste certain hazardous waste items. 34 TEX.
ADMIN. CODE § 3.354(a)(4) (West 1996).
63. 1996 Tex. Tax LEXIS 433, at *16-19. Tex. Comp. Pub. Acc'ts, Hearing No. 31,689
(Aug. 12, 1996), 1996 Tex. Tax LEXIS 432, is another decision involving real property services that focused on a taxpayer's claim that day laborers supplied to work at a customer's
plant were non-taxable temporary help service under TEX. TAX CODE ANN. § 151.057
(Vernon 1992). The administrative law judge concluded that the Tax Division had established that the taxpayer was providing (for the most part) taxable real property services
and that the taxpayer did not meet the definition of "temporary service," based, in part, on
the administrative law judge's reference to the Standard Industrial Classification Manual
classifications for employees. Tex. Comp. Pub. Acc'ts., Hearing No. 31,689 (Aug. 12, 1996),
1996 Tex. Tax LEXIS 432, at *8-10.
64. Tex. Comp. Pub. Acc'ts, Hearing No. 33,848 (Dec. 29,1995), 1995 Tex. Tax LEXIS
596.
65. See 34 TEX. ADMIN. CODE § 3.316(d)(1) (West 1996).
66. Tex. Comp. Pub. Acc'ts., Hearing No. 31,689 (Aug. 12, 1996), 1996 Tex. Tax LEXIS
432, at *10-11. The administrative law judge denied the exemption, relying on a provision
in an agreement between the parties that stated the taxpayer was not purchasing the
seller's rights in a certain affiliation agreement, or any other assets of the seller. Id. at *11..
67. See, e.g., Tex. Comp. Pub. Acc'ts, Hearing No. 32,663 (Mar. 25, 1996), 1996 Tex.
Tax LEXIS 186, in which the Comptroller examined whether certain types of construction
qualified for the manufacturing exemption. The taxpayer, a contractor engaged in highway
construction, argued that silt fences, which were used for erosion control at construction
sites, should be exempt under section 151.318 of the Tax Code and Rule 3.300 of the Administrative Code. TEx. TAX CODE ANN. § 151.318 (Vernon 1992 & Supp. 1997); 34 TEX.
ADMIN. CODE § 3.300 (West 1996). In denying the exemption, the administrative law judge
noted that the special rules regarding the taxation of contractors indicates that construction
is not a manufacturing process for sales tax purposes. 1996 Tex. Tax LEXIS 186, at *5.
68. Tex. Comp. Pub. Acc'ts, Hearing No. 33,975 (June 3, 1996), 1996 Tex. Tax LEXIS
364.
69. See 34 TEX. ADMIN. CODE § 3.300 (West 1996).
70. See id. § 3.300(a)(10) (defining processing as "[tihe physical application of the
materials and labor necessary to modify or to change the characteristics of tangible personal property").
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acteristics of the fabric were not changed, but the taxpayer countered that
the fabric was changed from flawed to unflawed. The administrative law
judge agreed with the Tax Division that the taxpayer's operations did not

cause the requisite change 71in characteristics necessary to constitute
"processing" under the rule.

The wrapping and packaging functions of the manufacturing process
were examined in a decision that involved a manufacturer of storage
drums who also had a filling operation in which it filled the storage drums
with its customer's products. 72 The taxpayer argued that the manufacturing exemption applied to its filling operation because it was part of the
manufacturing process. The taxpayer's filling operation was held to be a
packaging-only function and not part of its manufacturing process, based

on the fact that the customer retained title to the product and the taxpayer was not involved in the manufacturing of the product placed in the
drums. In Decision 30,606, 73 a cement manufacturer argued that its

purchase of liquid emulsified asphalt should be exempt pollution control
materials under section 151.318 of the Tax Code and Rule 3.300 of the

Administrative Code. 74 The liquid asphalt was used to control dust at the
cement plant. The administrative law judge agreed with the Tax Division
and held that the emulsified asphalt did not qualify for the manufacturing
exemption because it did not become an ingredient or component of the
manufactured cement, nor was it used or consumed during the actual
75
manufacturing of the cement.
In Decision 30,245 the taxpayer claimed an exemption from sales tax

for sales of computer software, which, pursuant to the terms of a contract,

were to be installed at eleven locations outside of Texas. 76 The administrative law judge denied the exemption because the taxpayer did not provide any documentation which showed the means by which the software
was shipped out of state. 77 The Comptroller denied the taxpayer's argu71. 1996 Tex. Tax LEXIS 364, at *9. Though recognizing the distinction to be a narrow
one, the administrative law judge found that the characteristics of the fabric were not
changed, and that the fabric did not undergo a chemical process or become a different
product, but retained its identity as fabric. Id. at *12.
72. Tex. Comp. Pub. Acc'ts, Hearing No. 35,024 (May 1, 1996), 1996 Tex. Tax LEXIS
269.
73. Tex. Comp. Pub. Acc'ts, Hearing No. 30,606 (Mar. 1, 1996), 1996 Tex. Tax LEXIS
142.

74. TEx.

TAX CODE ANN.

§ 151.318 (Vernon 1992 & Supp. 1997); 34

TEX. ADMIN.

§ 3.300 (West 1996).
75. 1996 Tex. Tax LEXIS 142, at *7. In Tex. Comp. Pub. Acc'ts, Hearing No. 28,540
(Dec. 30, 1993), 1993 Tex. Tax LEXIS 279, an agreement was reached between the Tax
Division and the taxpayer that resulted in liquid emulsified asphalt being treated as nontaxable. However, the Tax Division argued that, to the extent the emulsified asphalt was
treated as pollution control materials used in manufacturing, the agreement allowing exemption was in error, and should not control this case. 1996 Tex. Tax LEXIS 142, at *4.
According to the administrative law judge, the Comptroller was not obligated to follow a
prior erroneous decision. Id. at *8.
76. Tex. Comp. Pub. Acc'ts, Hearing No. 30,245 (Jan. 29, 1996), 1996 Tex. Tax LEXIS
65.
77. Id. at *5-6. The judge determined that without proof such as shipping invoices,
there was no proof that customers had not picked up the software within the state, thereby
CODE
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ment that certain software was jointly owned and held that a software
transfer was taxable in Decision 32,034.78 The taxpayer had contracted
with two related, new start-up companies to design, develop, and imple-

ment information systems for the companies. Pursuant to consulting
79
agreements with the companies, the taxpayer designed custom software.
Testimony was presented that the taxpayer and the companies jointly
owned undivided interests in the custom software and the tangible assets
of the information systems enterprise; 80 however, the administrative law
judge focused on the consulting agreements, which provided that the taxpayer alone owns the software and other assets. Based on this analysis,
the administrative law judge held that no jointly owned property existed
for transfer. 81 The administrative law judge ruled that the consulting fee
represented consideration for the creation of a software program and the
licensing of a custom software program, both of which are taxable under
Rule 3.308.82

B.

REGULATORY DEVELOPMENTS

A large number of rule amendments during the Survey period occurred
in part due to amendments made to reflect 1995 statutory changes reported in the previous Survey period 83 and in part due to the Comptroller's efforts to "cleanup" the rules by eliminating and consolidating rules
dealing with similar subject matter. 84
completing a taxable sale. Id. at *5. Additionally, the administrative law judge noted that
the taxpayer failed to submit any documentation to establish, by monetary valuation, the
portion of the software system that was installed at the out-of-state locations. Id. at *6.
See also Tex. Comp. Pub. Acc'ts, Hearing No. 31,836 (Sept. 1, 1995), 1995 Tex. Tax LEXIS
423, at *18 (denying the taxpayer's proposal to prove the percentage of out-of-state sales of
videos used by the taxpayer's employees by allocating, in proportion to the number of
employees located within Texas, to the average number of people employed worldwide).
78. Tex. Comp. Pub. Acc'ts, Hearing No. 32,034 (Jan. 24, 1996), 1996 Tex. Tax LEXIS
62.
79. The consulting agreements granted the companies a perpetual, non-exclusive, royalty-free irrevocable license to use the software; recognized that the taxpayer had the right
to license the software to third parties (a right to license that required written consent of
one of the companies in limited circumstances); and granted the companies a limited stake
in the proceeds from the licensing of the software.
80. See 34 TEX. ADMIN. CODE § 3.331 (West 1996).
81. 1996 Tex. Tax LEXIS 62, at *14. The taxpayer also argued that the consulting
agreement represented non-taxable consulting services, an "unrelated service" under the
Comptroller's rule relating to data processing services. See 34 TEX. ADMIN. CODE § 3.330
(West 1996).
82. 1996 Tex. Tax LEXIS 62, at *19; 34 TEX. ADMIN. CODE § 3.308 (West 1996).
83. See Cynthia M. Ohlenforst et al., Taxation, Annual Survey of Texas Law, 49 SMU
L. REV. 1331 (1996) [hereinafter Ohlenforst, 1996 Annual Survey].
84. Many of the rule amendments adopted during the Survey period do not reflect
substantive changes in law or policy, and several of those adopted reflect amendments that
were in proposed form at the close of the prior Survey period, which were subsequently
adopted without significant changes to the proposed versions. See Ohlenforst, 1996 Annual
Survey, supra note 83. Due to the quantity of these changes, many of the amendments not
involving substantive changes will not be discussed in this Survey, but the reader is cautioned to examine closely any existing rules to ensure there has not been a change to such
rule. See, e.g., 20 Tex. Reg. 10368 (1995), adopted 21 Tex. Reg. 1687 (1996) (to be codified
as an amendment to 34 TEX. ADMIN. CODE § 3.285); 20 Tex. Reg. 8991 (1995), adopted 21
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In response to the United States Supreme Court's decision in Quill,8 5
the Comptroller's rule setting forth seller's and purchaser's sales and use
tax responsibilities was amended to omit all definitions of "engaged in
business" except those requiring a "physical presence" either directly or
through independent representatives in Texas. 86 The amended definition
of "engaged in business" excludes the previous provisions relating to the
solicitation of sales of taxable items by means of catalogs, periodicals,
advertising or by print, radio, media, mail, or computer. 87 Added to the
definition is conducting business in this state through employees, agents
or independent contractors. 88 The definition of "seller" was expanded to
include pawnbrokers, storagemen, mechanics, artisans, and others selling
property to enforce a lien.89 A provision was added to Rule 3.286 obligating an out-of-state seller to collect Texas use tax for a period of one
year after the seller ceases to have a physical presence in Texas. 90 The
rule now specifies that contracts, bills, or invoices merely stating that "all
taxes" are included is not specific enough to relieve either party of its tax
responsibilities. 91 This provision was implemented by enacting a rebutta-

ble presumption that if tax is not specifically stated, the total amount is
presumed to be the taxable item's sales price without tax included. 92 This

presumption may be overcome by using the seller's records to prove that
93
sales tax was included.

A new rule 94 was adopted to clarify when staff leasing services 95 are
subject to Texas sales and use tax. Texas statutes exempt from sales and
Tex. Reg. 601 (1996) (to be codified as an amendment to 34 TEX. ADMIN. CODE § 3.354);
20 Tex. Reg. 10748 (1995), adopted 21 Tex. Reg. 2472 (1996) (to be codified as an amendment to 34 TEX. ADMIN. CODE § 3.293).
85. 504 U.S. at 298. In Quill, the Supreme Court held that a North Dakota use tax
requiring certain out-of-state vendors to collect the state's use tax violated the Commerce
Clause.
86. 21 Tex. Reg. 11800 (1996) (to be codified as an amendment to 34 TEX. ADMIN.
CODE § 3.286). The amendment also incorporates numerous legislative changes, including
allowing retailers from the United Mexican States to give resale certificates in lieu of tax
for inventory items, imposing a $50 penalty for failure to file timely returns, and a list of
the criminal penalties for persons who use resale or exemption certificates to evade sales or
use tax, which range from a class C misdemeanor to a second-degree felony. See 34 TEX.
ADMIN. CODE §§ 3.286(b)(2), (i)(2), (g)(2) (West 1996). An additional legislative change is
reflected by replacing the 12% interest rate, compounded monthly, with 12% simple interest. Id. § 3.286(a)(1)(G).
87. See 34 TEX. ADMIN. CODE § 3.286(a)(1)(F) (West 1996).
88. Id. § 3.286(a)(1)(G).
89. Id. § 3.286(a)(3).
90. Id. § 3.286(b)(2).
91. Id. § 3.286(d)(3). This provision was added to reflect the Comptroller's current
policy requiring sellers and purchasers to be specific as to the type of taxes included in
contracts that do not separately state an amount of sales or use tax charged.
92. Id.
93. Id.
94. 21 Tex. Reg. 4518 (1996), adopted 21 Tex. Reg. 7266 (1996) (to be codified as 34
TEX. ADMIN. CODE § 3.364).
95. "Staff leasing services" are defined as services performed for a client company by
the staff leasing company's assigned employees, together with personnel management services (such as employee benefit and payroll services) performed by the staff leasing company and related to shared employees. These services must be performed under a written
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use tax a service performed by an employee for an employer in the regular course of business, within the scope of the employee's duties, and for
which the employee is paid his or her regular wages or salary. 96 Under
the rule, sales tax is not due if all of the following conditions are met: (1)
at least seventy-five percent of the assigned employees performing services under a staff leasing contract were previously employees of the client
company for a period of at least three months immediately prior to commencement of the contract; (2) none of the assigned employees were employed previously by the staff leasing company, unless the previous
employment was through a shared employment relationship, or by an entity that previously provided or currently provides taxable services to the
client company; and (3) a shared employment relationship exists between
the client company and the staff leasing company as to the assigned employees. 97 Numerous exceptions are provided to the general qualification
requirements, including period of operations limitations and expansion of
existing staff leasing contracts. 98
Rule 3.322 was amended to implement changes to Tax Code section
151.309, 99 which exempts sales, leases, or rentals of taxable items to. a
state or governmental unit that borders Texas, provided that reciprocal
exemptions are allowed. 10 0 The amendment also clarifies the definitions
of organizations exempt as religious, educational, or charitable. 1°1 Additionally, the rule amendments reflect that religious, educational, or charitable organizations, which qualify for tax exemption by reason of their
may conduct two tax-free sales or aucfederal income tax-exempt status,
10 2
tions during a calendar year.
II.
A.

FRANCHISE TAX

LIABILITY FOR TAX-DOING BUSINESS IN TEXAS

The court of appeals upheld the constitutionality of the 1991 enactment
of the franchise tax's earned surplus component in General Dynamics
Corp. v. Sharp.10 3 In 1992, General Dynamics recognized almost $1 bilcontract between the staff leasing company and the client company that provides for a
shared employment relationship as to the assigned employees. Id. § 3.364(a)(6).
96. See TEX. TAX CODE ANN. § 151.057 (Vernon 1992). A service performed by a
temporary help service for an employer to supplement the employer's existing work force
on a temporary basis is also exempt if the service is normally performed by the employer's
own employees, the employer provides all supplies and equipment necessary, and the help
is under the direct or general supervision of the employer to whom the help is furnished.
34 TEX. ADMIN. CODE § 3.356(a)(10) (West 1997). Staff leasing services do not include
work performed by independent contractors. 34 TEX. ADMIN. CODE § 3.364(c) (West
1997).
97. 34 TEX. ADMIN. CODE § 3.364(b).

98. Id. § 3.364(b)(2).
99. TEX. TAX CODE ANN. § 151.309(6) (Vernon 1997).
100. 21 Tex. Reg. 8734 (1996) (to be codified as an amendment to 34 TEX. ADMIN.
CODE § 3.322).
101. 34 TEX. ADMIN. CODE § 3.322(b).
102. Id. § 3.322(g); see also TEX. TAX CODE ANN. § 151.310(c) (Vernon 1997).
103. 919 S.W.2d 861 (Tex. App.-Austin 1996, no writ).
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lion of income from the completion of a long-term military aircraft manufacturing contract. For federal income tax purposes, General Dynamics
had chosen to use the completed contract method to report its profit.
General Dynamics made several constitutional challenges to the tax on
earned surplus, asserting: (1) that the addition of the earned surplus tax
to the franchise tax statute' °4 was an unconstitutional retroactive income
tax because it was based, in part, on income and receipts recognized prior
to the passage or effective date of the law; and (2) that the single-factor
gross receipts formula violates due process and equal protection, and discriminates against interstate commerce. 10 5 General Dynamics also argued that the tax discriminated against the taxpayer because it used the
completed contract method of accounting for federal income tax pur10 6
poses, violating equal protection and uniform taxation mandates.
The court of appeals affirmed the district court's summary judgment in
favor of the state. Applying the principle that retroactive laws are unconstitutional only if they impair vested rights, the court found that General
Dynamic's vested rights were not impaired because a taxpayer does not
have a vested right in the continuation of a particular measurement
method for franchise tax.10 7 In addition, the court stated that a taxing
statute is not retroactive simply because the value of the privilege is measured by the financial circumstances of the taxpayer in a prior calendar
year;1 08 a tax on a privilege is prospective as long as it is imposed after its
effective date and at least in part for the privilege of doing business in the
year in which the tax is levied. 0 9 With respect to the challenge to the
apportionment method, the court determined that to prove a method unconstitutional, a taxpayer must show that the method has led to a "grossly
distorted result" or is "out of all appropriate proportion" with the percentage actually apportioned. 110 The court noted that the disparity for
the taxpayer under the single-factor formula and the three-factor formula
was twenty-eight percent, and this percentage was not sufficient to prove
the single-factor apportionment formula unconstitutional." 1
The taxpayer in Decisions 27,905 and 32,453,112 an out-of-state common carrier with no certificate of authority in Texas, claimed an exemption from franchise tax on the basis that all of its activities were involved
in interstate commerce. The taxpayer's primary customer was a related
group of entities engaged in the overnight air freight business. The tax104. TEx. TAX CODE ANN. § 171.002(a)(2) (Vernon 1992) (tax on net taxable earned
surplus).
105. General Dynamics, 919 S.W.2d at 864-68.
106. Id. at 864-65.
107. Id. at 866.
108. Id.
109. Id.
110. Id. at 868 (quoting Hans Rees' Sons v. North Carolina, 283 U.S. 123, 135 (1931);
Norfolk & Western Ry. v. Missouri State Tax Comm'n, 390 U.S. 317, 326 (1968)).
111. Id. at 869.
112. Tex. Comp. Pub. Acc'ts, Hearing Nos. 27,905 and 32,453 (Apr. 1, 1996), 1996 Tex.
Tax LEXIS 228.
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payer operated several airplanes pursuant to subcontracts with related
entities of its customer under which the taxpayer's sole function was to
maintain the airplanes and furnish pilots to fly them. In performance of
these contracts the taxpayer employed six airplane mechanics in Texas to
work only on the airplanes at issue, none of which operated purely intrastate flights in Texas. In addition, the taxpayer rented small storage areas
at the airport for the mechanics to lock up their tools. The administrative
law judge found that the taxpayer was doing business in Texas and had
nexus for Texas franchise purposes, concluding that the taxpayer was providing repair and maintenance services in Texas and was renting property
in Texas in support of its services.
B.

CALCULATION AND ALLOCATION OF TAXABLE CAPITAL AND
EARNED SURPLUS

1.

Deductionsfrom Surplus
In Sharp v. Caterpillar,Inc., 113 the Austin Court of Appeals reversed

the district court judgment that had held in favor of the taxpayer. The
focal issue of this case was whether Caterpillar could deduct from its
franchise tax base an amount for future liability for certain post-retirement employee benefits. In the district court proceedings, Caterpillar
successfully argued that ERISA bars the state from including certain
post-retirement benefit obligations in its taxable capital franchise tax base
and that the accounts at issue were "debt" and thus should be excluded
from taxable surplus in determining Texas franchise tax. 114 Caterpillar
also argued that the state's position violated the Texas constitutional
guarantee of equal and uniform taxation. The court of appeals concluded
that, although Caterpillar's future liability for post-retirement benefits
could be statistically predictable with reasonable accuracy, the exact
amount of payments for future years "[could not] be precisely determined in advance."'1 15 The court therefore concluded that Caterpillar's
liability could not qualify as a debt because it was not a "certain amount
of money, 1" 6 as required by section 171.109(a)(3). 117 The court further
concluded that ERISA did not preempt section 171.109(a)(1) as that statute "is part of a generally applicable tax scheme that incidentally raises
the costs of doing business for some ERISA plans; therefore, the statute's
connection to ERISA plans is too tenuous, remote, and ephemeral to
warrant preemption."Il 8
With respect to Caterpillar's third point, that section 171.109 is constitutionally infirm both on its face and as applied by the Comptroller in this
particular case, the court concluded that there was a rational basis for
113. 932 S.W.2d 230 (Tex. App.-Austin, 1996, n.w.h.).
114. Id. at 233.
115. Id. at 234.
116. Id. (emphasis in original).
117. TEX. TAX CODE ANN. § 171.109(a)(3) (Vernon 1992).
118. Caterpillar,932 S.W.2d at 239.
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distinguishing the types of accounts deductible under section 171.109 and
the employee benefits at issue in the appeal. 119 The court further noted
that Caterpillar had failed to carry its burden of proof of showing that the
Comptroller's different treatment of deductions was tantamount to different treatment of taxpayers. In other words, according to the court, "Caterpillar would have to offer proof that, as applied to a large number of
taxpayers, the liability classification actually resulted in discrimination between similarly situated taxpayers. '120 As the court pointed out, "[t]he
Comptroller failed ... to conclusively prove ... that the statute was not
applied to a large group of taxpayers in the manner alleged by Caterpillar."1 2 1 As such, this claim presented a disputed issue of fact that precluded summary judgment, requiring that the case be remanded to the
district court.
Another case addressing permissible deductions from surplus is Central
Power and Light Co. v. Sharp.' 22 The taxpayer in this case, a regulated
utility, argued that it should be allowed to exclude from surplus capitalized interest on equity funds for construction projects (AFUDC-equity), 23 which are taken into account in setting taxpayer's rates. The
taxpayer further argued that the Comptroller's position created a constitutional violation of equal and uniform taxes in that generally accepted
accounting principles (GAAP) required different accounting for regulated and non-regulated companies, and that the legislature unconstitutionally delegated its authority to the Financial Accounting Standards
Board (FASB) by adopting the GAAP standard.' 24 The Austin Court of
Appeals affirmed the district court's summary judgment in favor of the
25
Comptroller.
Decision 29,198126 addressed an issue of first impression, whether a direct charge-off of bad debts that have been written-off for both federal
income tax purposes and financial accounting purposes is a permissible
reduction in taxable surplus. In a rare taxpayer victory in the write-off
context, the administrative law judge held for the taxpayer, stating: "I am
persuaded that this instant case is very nearly what the drafters of the
'write-off provision of Rule 3.405(e)(9) 127 might have had in mind."'1 28
The Tax Division argued that the statute allows surplus to be reduced
only if the write-off represented a permanent decline in value due to specifically identifiable events. In addition, the Division argued that the tax119. See id. at 240.
120. Id. at 241.
121. Id. (emphasis in original).
122. 919 S.W.2d 485 (Tex. App.-Austin 1996) writ denied per curiam, 40 Tex. Sup. Ct.
J. 443 (Tex. 1997).

123. Id. at 488.
124. Id.

125. Id. at 493.
126. Tex. Comp. Pub. Acc'ts, Hearing No. 29,198 (Feb. 13, 1996), 1996 Tex. Tax LEXIS
117.

127. 34 TEX. ADMIN. CODE § 3.405(e)(9) as then in effect; 34 TEX. ADMIN. CODE
§ 3.551 (West 1997) replaced this rule.

128. 1996 Tex. Tax LEXIS 117, at *12.

1496

SMU LAW REVIEW

[Vol. 50

payer was writing-off accounts because it chose to abandon collection
attempts, not because of a decline in value. The facts established, however, that the taxpayer wrote-off the exact amounts it found it could not
collect from the debtor; the taxpayer submitted copies of letters from its
collection agency attempting to collect these accounts and letters from
collection agents advising that certain receivables were uncollectible. The
Comptroller agreed specifically with the taxpayer's argument that
"[t]here is no more identifiable event in determining the uncollectibility
of a receivable than the debtor's refusal to pay."'129 The judge distinguished earlier Comptroller decisions addressing similar issues by determining that unlike this case, the earlier cases involved the temporary
write-down of an asset or the write-off of an asset involving a related
party. The administrative law judge also agreed with the taxpayer's argument that if it had accounted for its uncollectible accounts as estimates by
crediting an allowance for doubtful accounts, a reduction in taxable surplus would be allowed.
Decision 32,728130 involved a taxpayer that was the surviving corporation of a downstream merger. The taxpayer accounted for its preacquisition contingencies in accordance with FASB 38 by establishing certain
contingency reserves. The taxpayer argued that by requiring the inclusions in taxable capital surplus of amounts the taxpayer was required to
book by FASB, the Comptroller was levying a tax on fictitious assets not
capable of being used in its business. The Tax Division recognized that
GAAP required the taxpayer to account for its downstream merger by
recognizing certain assets such as "goodwill," but argued successfully that
there was no statutory basis for the exclusion of the reserves and contingency accounts established in accordance with GAAP and, thus, such
amounts were properly included in surplus.
In Decision 33,580,131 the administrative law judge refused to allow a
taxpayer to exclude from surplus the full liability attributable to a district
court judgment when the taxpayer had booked only a portion of the full
liability that year as being a reasonable estimate of its possible losses, in
accordance with GAAP. The taxpayer argued that the additional $568
million that remained unbooked should be excluded from taxable capital
to reflect the economic reality of the court decision and that such exclusion would be consistent with the ruling in State v. Sun Refining & Marketing, Inc.132 The administrative law judge disagreed with the taxpayer's
reliance on Sun Refining, concluding that the Comptroller had already
agreed to allow the amount accrued on taxpayer's books as a reasonable
estimate of this loss contingency; the judge therefore disallowed the exclusion for the additional amount of the liability which was not accrued in
129.
130.
618.
131.
203.
132.

Id. at *8.
Tex. Comp. Pub. Acc'ts, Hearing No. 32,728 (Nov. 14, 1995), 1995 Tex. Tax LEXIS
Tex. Comp. Pub. Acc'ts, Hearing No. 33,580 (Mar. 6, 1996), 1996 Tex. Tax LEXIS
740 S.W.2d 552 (Tex. App.-Austin 1987, writ denied).
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that year.133

In Decision 33,731,134 on the other hand, the taxpayer was permitted to

deduct, as "debt," its litigation reserve for a court judgment from its sur-

plus for 1990. Although the court's original order overstated the amount
of the judgment due to a calculation error, and the amended order of
judgment was not entered until 1991, the taxpayer's reserve (and its
claimed deduction for surplus) were for the correct, lesser amount. The
administrative law judge noted that all remedies for appeal had been exhausted with the denial of certiorari by the United States Supreme Court,
135
so the taxpayer was obligated to pay the amount at issue.
Several interesting cases addressed the proper characterization of stock

for franchise tax purposes. In Decision 31,723,136 for example, the administrative law judge held that redeemable convertible preferred stock
does not qualify as debt and could not be excluded from surplus in computing a corporation's franchise tax liability. The judge stated that absent
the conversion factor, the stock would facially qualify as debt. However,
the stock did not meet the statutory definition of "debt" because the conversion factor prevented the taxpayer from knowing what the exact
amount of the future liability would be since the future market price per
share when converted was unknown.
2. Allocating Gross Receipts
Comptroller Hearing No. 33,972,137 a case of first impression, focused
on the method for allocating receipts of a limited partner. 138 The tax-

payer corporation, which held a ninety-four percent limited partner interest and a one percent limited partner interest in a limited partnership,
had included its pro rata share of the partnership's gross receipts in both
the numerator and the denominator of the taxpayer's gross receipts cal133. Several comptroller decisions during the Survey period held that various reserve
and contingent accounts must be included in surplus. Tex. Comp. Pub. Acc'ts, Hearing No.
32,933 (Jan. 10, 1996), 1996 Tex. Tax LEXIS 38, for example, held that reserve accounts
accrued for severance packages must be included in surplus (noting that the reserve accounts did not meet the statutory definition of debt because they were estimated liability
accounts at the time they were accrued; taxpayer did not know how many employees
would choose to accept the severance package and, thus, did not know precisely when or
how much would ultimately be paid out).
134. Tex. Comp. Pub. Acc'ts, Hearing No. 33,731 (Mar. 12, 1996), 1996 Tex. Tax LEXIS
225.
135. Id. at *6-7. The decision also points out that the final, correct order related back to
the date of the original order. Id. at *7.
136. Tex. Comp. Pub. Acc'ts, Hearing No. 31,723 (Feb. 5, 1996), 1996 Tex. Tax LEXIS
87.
137. Tex. Comp. Pub. Acc'ts, Hearing No. 33,972 (May 17, 1996), 1996 Tex. Tax LEXIS
276.
138. It has become increasingly common for businesses to convert to partnership form
for tax savings in Texas as well as in other states. However, taxpayers considering mergers
into limited partnerships should be aware of a 1996 Technical Advice Memorandum issued
by the Internal Revenue Service, Tech. Adv. Mem. 9644003 (Nov. 1, 1996), in which the
Service concluded that the merger of a member of a consolidated group into a limited
partnership restores the deferred gains from an earlier intragroup distribution of that
member's stock.
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culation. The Tax Division argued, however, that the taxpayer should
have based its gross receipts allocation on its net receipts from the partnership. The relevant administrative rule, Rule 3.549(e), 139 provides that
a corporation's share of the gross receipts of a partnership may be used as
140
gross receipts "if allowed as revenue under GAAP."'
The evidence in the hearing indicated that there are no express GAAP
pronouncements specifically addressing this issue, but that, "pursuant to
industry practice it is GAAP for a corporation to recognize the gross receipts from a partnership in which it owns a majority partnership interest,
'141
as revenue."
Another decision of note focuses on a situation in which an inter-corporate expense allocation gave rise to gross receipts for franchise tax purposes. The taxpayer in Decision 33,383142 provided various
administrative, management and other services to its parent corporation
and to over forty other related corporations. The expenses at issue were
for services provided by third parties and were allocated among the corporate family based on a three-factor formula which gave equal weight to
sales receipts, payroll costs and property value.
Although recognizing the taxpayer's "practical approach" for treating
such expenses as agency expenses rather than as giving rise to gross receipts, the decision upholds the Tax Division's "more technical" approach, concluding that the taxpayer must treat the amounts at issue as
43
gross receipts.'
Decision 30,634'4 involved a Texas taxpayer which sold its products in
about thirty states and shipped its products by common carrier to the outof-state locations. The Tax Division asserted that the throw-back rule applied and that receipts from sales to several states should therefore be
treated as Texas receipts for taxable capital purposes. The taxpayer argued that it had sales representatives soliciting sales on its behalf in those
states and that such solicitation activities were sufficient to establish a
constitutional nexus with these states; therefore, the throw-back rule was
not applicable. Although the taxpayer presented affidavits and copies of
the contracts with the sales representatives as proof of the required
nexus, the administrative law judge found the taxpayer's proof insufficient and concluded that the contracts with the sales representatives
139. 34 TEX. ADMIN. CODE § 3.549(e) (West 1996); see also infra note 147 (regarding
Rule 3.549) and accompanying text.
140. TEX. ADMIN. CODE § 3.549(e)(29)(B) (West 1996).
141. 1996 Tex. Tax LEXIS 276, at *6.
142. Tex. Comp. Pub. Acc'ts, Hearing No. 33,383 (Apr. 4, 1996), 1996 Tex. Tax LEXIS
232.
143. Id. at *12-14. The decision recognizes that the relevant administrative rule, 34
TEX. ADMIN. CODE § 3.549(e)(22) (West 1996) (treating expense allocations by a corporation among related corporations, other than allocations of income taxes for consolidated
return purposes, as gross receipts to the parent) by its terms applies to a parent-subsidiary
case-in contrast to the brother-sister corporations in Decision 33,383. The decision, nonetheless, follows the principles of that rule.
144. Tex. Comp. Pub. Acc'ts, Hearing No. 30,634 (Dec. 8, 1995), 1995 Tex. Tax LEXIS
602.
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merely established that the taxpayer had contracted to solicit sales of its

products in the respective states and did not provide evidence
that the
145

representatives actually solicited sales of taxpayer's products.
Several other cases address the circumstances in which a change in depreciation methods is allowed; Decision 29,817,146 for example, held ac-

ceptable the taxpayer's change from the units-of-production method of
depreciation to the double-declining-balance method for assets associated
with proven oil and gas properties.
C.

REGULATORY DEVELOPMENTS

During the Survey period, the Comptroller also drafted and proposed
several new rules, including those with respect to apportionment of receipts for franchise tax purposes.1 47 These apportionment rules are noteworthy for making explicit the Comptroller's current interpretation of
Texas law on the sourcing of receipts from partnerships and trusts.
1 48
As amended, the rule dealing with apportionment of taxable capital
provides that the legal domicile of a partnership or trust is the principal
place of business of the partnership or trust. Principal place of business
for these entities is described as "the location of its day-to-day operations. 1 49 If the day-to-day operations are conducted equally or fairly
evenly in more than one state, the principal place of business is the commercial domicile. 150 "Commercial domicile" continues to be defined as
"[t]he principal place from which the trade or business of the entity is
directed."' 51 In another trust-related provision, the amendments to the
rule provide that "[d]istributions to the beneficiaries of a trust are appor52
tioned based on the legal domicile of the trust.'
Additional changes to the rule include the provision that "a corporation is required to use the same accounting methods in computing gross
receipts as it uses in computing surplus,"'1 53 and that "[l]itigation awards
are apportioned to the legal domicile of the payor of the proceeds provided that a litigation award for receipts that are otherwise subject to a
145. The Tax Division contended that it would not recognize nexus evidenced only by
affidavit, and the administrative law judge agreed that additional documentary evidence of
its contract was necessary to prove the requisite nexus.
146. Tex. Comp. Pub. Acc'ts, Hearing No. 29,817 (Mar. 8, 1996), 1996 Tex. Tax LEXIS
197.
147. See 34 TEX. ADMIN. CODE § 3.549 (West 1996) (taxable capital) & § 3.557 (West
1997) (earned surplus). The Comptroller had originally planned to propose the taxable
capital and earned surplus rules at the same time, but he delayed the earned surplus rule,
pending a franchise tax hearing on the throwback rule, TEX. TAX CODE ANN. § 171.1032
(Vernon 1997), as it applies to earned surplus.
148. 34 TEX. ADMIN. CODE § 3.549(b)(6) (West 1996).
149. Id.
150. Id. These changes were proposed July 26, 1996, 21 Tex. Reg. 7019, and adopted
shortly after the close of the Survey period. See 21 Tex. Reg. 11511 (1996), in substantively
the same form as they were proposed.
151. 34 TEX. ADMIN CODE § 3.549(b)(2) (West 1996).
152. Id. § 3.549(e)(47).
153. Id. § 3.549(d)(10).
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specific apportionment rule is subject to the specific rule."'1 54 Other
changes to the rule address revenue from intangibles and from natural
gas production. 155
Although the Comptroller circulated a draft version of Rule 3.557156 in

May 1996, as of the end of the Survey period, he had not yet adopted in
final form the rule for apportionment of earned surplus.

Another rule focusing on earned surplus computation, Rule

3.555,157

now provides that a business loss is computed after apportionment and

allocation'

58

and that a corporation may not, even by merger, transfer a

business loss to another entity. 159 The Comptroller also drafted and
adopted other new rules, including new Rule 3.576.160 This rule, which by
its terms applies to reports originally due on or after January 1, 1994,

includes a presumption that income is unitary. Factors in determining
whether income is considered unitary are "centralization of management,
functional integration, and economies of scale.' 161 The rule also specifically provides that income may only be allocated when it "is in the nature
of an investment, rather than operational,"'1 62 and provides that non-unitary income (with the exception of dividends and interest) will be "allocated to Texas net of related expenses, rather than apportioned, if Texas
is the corporation's commercial domicile."'1 63 As long as Texas does not

adopt a combined, consolidated, or unitary taxing mechanism, many
Texas taxpayers have little incentive to rebut the unitary presumption.

64

However, if Texas adopts a tax on unitary income, taxpayers may regret a
165
strong statutory presumption.

154. Id. § 3.549(e)(26). As the preamble to the proposed rule notes, the changes to the
rule are based in large part on litigation involving Pennzoil; the preamble also points out
that the impact of this franchise tax loss revenue is included in the Comptroller's September 1995 certification revenue estimate. 21 Tex. Reg. 7021.
155. See 34 TEX. ADMIN. CODE § 3.549(f) (West 1996).
156. To be codified as 34 TEX. ADMIN. CODE § 3.557.

157. 34

TEX. ADMIN. CODE

§ 3.555 (West 1997).

158. Id. § (g)(1, 2).
159. Id. § (q)(3). This rule also includes conforming changes to reflect the Texas Tax
Code references to the Internal Revenue Code, id. § (b)(4), as well as certain other
changes.
160. 21 Tex. Reg. 2204 (1996), adopted 21 Tex. Reg. 6896 (1996) (codified at 34 TEX.
ADMIN. CODE § 3.576).
161. 21 Tex. Reg. 2204 (1996) adopted 21 Tex. Reg. 6896 (1996) (codified at 34 TEX
ADMIN. CODE

§ 3.576(b)).

162. Id.
163. Id.
164. General Motors commented on the proposed rule, suggesting that the Comptroller
lacks authority to create a presumption that all income is unitary. 21 Tex. Reg. 6896
(1996).
165. There are relatively few Texas administrative decisions focusing on unitary issues,
although the Comptroller occasionally faces the issues. See, e.g., Tex. Comp. Pub. Acc'ts,
Hearing No. 35,066 (June 3, 1996), 1996 Tex. Tax LEXIS 361 (refusing to hold that the
unitary business principle is a constitutional limitation on the state's power to impose a
franchise tax on the taxable capital of a corporation); Tex. Comp. Pub. Acc'ts, Hearing No.
32,347 (Aug. 19, 1996) 1996 Tex. Tax LEXIS 429 (taxpayer's investments in non-unitary
subsidiaries may not be excluded from taxable capital).
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III. PROPERTY TAX
A.

APPLICATION OF TAX/EXEMPTIONS

During the Survey period, the Attorney General addressed whether a
county that leases property from a private entity pursuant to a leasepurchase agreement is the owner of the property for property tax pur166
poses even though legal title is held in the name of the private lessor.
The lease-purchase agreement provided that the county (lessee) would
acquire title to the leased property upon payment of the concluding
rental payment. 167 The county desired to be the owner of the leased
property for ad valorem tax purposes in order to claim that the property
is exempt from taxes under the public property exemption. 168 Given that
property taxes are generally the owner's responsibility, 169 the owner must
be a government entity in order for the public property exemption to
apply. 170 The Attorney General refused to answer the question of
whether the county is the owner of the leased property for ad valorem tax
purposes given that the issue is one of fact rather than law; 17 1 however,
the Attorney General did provide some guidance concerning circumstances under which a party that does not hold legal title to property may
be treated as the owner for property tax purposes. The Attorney General
concluded that case law appears to provide that a governmental body
holding equitable title to property, even if it does not hold legal title, will
1 72
be treated as the owner of the property for ad valorem tax purposes.
The Attorney General stated that a governmental entity holds equitable
title to property if (a) the entity possesses the property without having
legal title and (b) if the entity may acquire legal title upon its performance of specified conditions. 173 In this regard, the Attorney General indicates that case law distinguishes between arrangements in which the
government entity may take legal title to the property only upon the performance of actions by the legal title holder and arrangements in which
the government entity takes legal title to the property upon performing
specified conditions, thereby compelling the legal title holder to convey
title. 174 The Attorney General noted that the presence of a trustee in a
transaction (presumably to handle transfers of legal title upon the occurrence of specified events) appears to increase the likelihood that a non166. Op. Tex. Att'y Gen. No. DM-383 (1996).
167. Id. at 1.
168. Id. at 2.
169. TEX. TAX CODE ANN. § 32.07 (Vernon Supp. 1997). If, however, the owner is
exempt from property taxes, the lessee is taxable on its leasehold interest, subject to certain exceptions. Id. § 25.07. However, the property tax on a leasehold interest is generally
far less than the tax on the fee interest. See id. § 23.13.
170. Id. § 11.11(a) (Vernon 1992).
171. Op. Tex. Att'y Gen. No. DM-383 (1996) (citing Op. Tex. Att'y Gen. Nos. DM-98
(1992) at 3, H-56 (1973) at 3, and M-187 (1968) at 3).
172. Id. at 3-4.
173. Id. at 4.
174. Id. at 6-7 (citing Tarrant County Water Supply Corp. v. Hurst-Euless-Bedford Indep. Sch. Dist., 391 S.W.2d 162 (Tex. Civ. App.-Fort Worth 1965, writ ref'd n.r.e.)).
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legal title holder would be viewed as the equitable owner. 175
The Attorney General's analysis of this issue, as well as that of the
courts, raises some planning possibilities. By focusing solely on whether
the lessor in a lease transaction is required to transfer legal title to the
lessee upon the lessee's performance of specified conditions, parties presumably could affect the ownership of property for property tax purposes
merely by including in the lease specified conditions the lessee could fulfill in order to acquire ownership in the property after the lease term. It
is unclear, based on the Attorney General's opinion, whether part of the
analysis concerning the identity of the owner of the property for property
tax purposes focuses on the likelihood that the lessee's conditions will be
met. 176 In addition, if the parties intend for the lessor to be the owner for
property tax purposes but it is desired for the lease to be structured as a
capital lease (or non-true lease for federal income tax purposes), the
question arises whether the parties could achieve this objective merely by
not including provisions in the lease which direct the lessor to transfer
177
title to the lessee at the end of the lease.
The Texas Supreme Court, in Nootsie, Ltd. v. Williamson County AppraisalDistrict,178 held that the special appraisal of land used primarily as
an ecological laboratory is constitutional, 179 and that appraisal districts
have standing to challenge the constitutionality of a tax statute they are
required to implement.' 80 In this case, the taxpayer owned land which
qualified for special appraisal as open-space land under section 23.52181
because it was primarily used by several universities as an ecological laboratory.' 82 Section 23.51(1), which defines qualified open-space land, includes land used principally as an ecological laboratory for a college or
university. 83 The appraisal district denied the taxpayer's application for
special appraisal because of its belief that the special appraisal for ecological laboratories exceeded the breadth of Article VIII, section 1-d-l(a) of
the Texas Constitution, 84 which authorizes the Texas Legislature to allow
175. Op. Att'y Gen. No. DM-383 (1996) at 4.
176. For example, if one of the specific conditions the lessee must satisfy in order to
take legal title to the property is to pay a fixed purchase price which is equal to or in excess
of the expected fair market value of the leased equipment on the purchase option date (as
opposed to a nominal purchase option price), it does not seem appropriate that the lessee
should necessarily be treated as the equitable owner of the leased property merely because
the lessee's performance of specific conditions will result in the lessee acquiring ownership
of the leased property after the lease term.
177. It is also unclear whether the concept of equitable title also applies to a lease
between two private parties, although logic dictates that the tests for determining ownership of leased property for property tax purposes should not depend on whether one of the
parties to the lease is a governmental entity.
178. 925 S.W.2d 659 (Tex. 1996).
179. Id. at 662.
180. Id. at 663.
181. TEX. TAX CODE ANN. § 23.52 (Vernon 1992 & Supp. 1997). Qualified open-space

land is valued for property tax purposes based on its productive capacity rather than its
market value. Id.
182. Nootsie, 925 S.W.2d at 661.
183. TEX. TAX CODE ANN. § 23.51(1) (Vernon 1992).
184. TEX. CONST. art. VIII, § 1-d-l(a).
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for special appraisal of land devoted to farm or ranch purposes or timber
production. 185 In rejecting the appraisal district's position, the court relied on the rule of construction that the legislature's interpretation of a
constitutional provision should be given great weight and that, in the case
of ambiguity, the legislature's interpretation should prevail. 186 In this
case, the court reasoned that the reference to "farm and ranch purposes"
in the constitutional provision should not be interpreted to mean only
traditional farming and ranching, but that any use which furthers farming
or ranching could fit within the parameters of the constitutional
187
provision.
The court also held that the appraisal district had standing to challenge
the exemption on constitutional grounds because it was charged with implementing the statute which it believed was unconstitutional, thereby affording the appraisal district a sufficient stake in the controversy at
issue. 188 The taxpayer argued unsuccessfully that the appraisal district, as
a political subdivision, had no vested rights protected by the
constitution. 189
In Dallas Central Appraisal District v. Tech Data Corp.190 the Dallas
Court of Appeals held that computer application software is intangible
personal property and, thus, is not subject to property tax. 19 ' The appraisal district had taxed the property and the taxpayer protested, challenging that the software was intangible personal property. Although the
Texas Constitution gives the Texas Legislature the authority to tax intangible property,' 92 the only intangible property taxed under the Tax Code
is intangible property of a transportation business, and certain intangible
193
property held by certain insurance companies and savings and loans.
In its motion for summary judgment, the taxpayer submitted an affidavit
of its controller which explained that the software at issue is intellectual
property consisting of imperceivable "binary instructions, programs, routines, and symbolic mathematical code," which is not required to be packaged in tangible form. 194 Based on this affidavit, which was
uncontroverted at the trial level, the trial court granted the taxpayer's
motion for summary judgment. 19 5 The court agreed, relying in part on
185. Id.
186. Nootsie, 925 S.W.2d at 663 (citing Mumme v. Marrs, 40 S.W.2d 31, 35 (Tex. 1931)).
187. Id. at 663. The court was also persuaded by the fact that the appraisal district had
granted the special appraisal for 11 years before abruptly deciding to challenge it on constitutional grounds. Id.
In a compelling dissent on this issue, Justice Gonzalez argued that voters ratifying Arti-

cle VIII, section 1-d-1 of the Texas Constitution had no idea that property with only indirect agricultural purposes, such as laboratories, would be eligible for special appraisal
under this constitutional provision. Id. at 664 (J. Gonzalez, concurring and dissenting).
188. Id. at 662-63.
189. Id. at 662.
190. 930 S.W.2d 119 (Tex. App.-Dallas 1996, writ requested).
191. Id. at 123.
192. TEx. CONST. art. VIII, § 1(c).

193.

TEx. TAx CODE ANN.

§ 11.02(b) (Vernon 1992).

194. Tech Data, 930 S.W.2d at 122.
195. Id,at 120.
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First National Bank v. Bullock,196 in which the Austin Court of Appeals

held that computer application
software is intangible personal property
1 97
for Texas sales tax purposes.

The Texas Supreme Court in Enron Corp. v. Spring Independent
School District'9 8 held that the use of alternative valuation dates for in-

ventory under section 23.12(f) of the Tax Code' 99 is constitutional, 200 reversing the Harris County Court of Appeals. 20 1 Section 23.12(f) allows

owners of inventory to elect to have their inventory appraised as of September 1 of the year preceding the tax year rather than on January 1 of
the current tax year.20 2 The lower court held that section 23.12(f) violates

principles of equality and uniformity in the Texas Constitution because
the statute treats inventory differently from non-inventory without having
a rational basis for the dissimilar treatment, and that the section violates

the constitutional requirement that property not be exempted without
constitutional authority because property added after September 1, but
before January 1, is effectively20 exempted
from the tax for the year with3

out constitutional permission.

The Texas Supreme Court disagreed. With respect to the equal and
uniform requirement, the court stated that exact equality and uniformity
is unattainable, and that a reasonable discrepancy between the actual

value of property and its assessed value is permissible. 204 While inventory cannot be taxed at a different rate than non-inventory, the court concluded that it is reasonable, and not a violation of the equal and uniform
requirement, to require or to allow inventory to be valued as of a different date than other types of property. 20 5 Indeed, given the possibility
that inventory may fluctuate in value more than other property, the court
reasoned that the legislature could reasonably have concluded that multiple assessment dates for inventory would enable assessments to be more
196. 584 S.W.2d 548 (Tex. Civ. App.-Austin 1979, writ ref'd n.r.e.).
197. Tech Data, 930 S.W.2d at 123. (But see TEX. TAX CODE ANN. § 151.009 (Vernon
1992) treating a "computer program" as tangible personal property for sales tax purposes.)
The appraisal district also asserted that software is taxable as business inventory under
section 23.12 of the Tax Code, arguing that section 23.12 taxes all business inventory. Id.
This argument borders on being ludicrous given that section 23.12 merely addresses the
procedures for appraising inventory that is taxable under section 11.02. Given that section
11.02(b) excludes from taxation all intangible personal property other than certain limited
categories, it is evident that not all business inventory is taxed. Tech Data, 930 S.W.2d at
124.
198. 922 S.W.2d 931 (Tex. 1996).

199.

TEX. TAX CODE ANN.

§ 23.12(f) (Vernon 1992).

200. Enron, 922 S.W.2d at 939. See also H.E. Butt Grocery Co. v. Jefferson County
Appraisal Dist., 922 S.W.2d 941 (Tex. 1996) (similar holding as in Enron; also holding that
a taxpayer can claim the special valuation date on inventory that did not exist on September 1 but that did exist on January 1).
201. See Spring Indep. Sch. Dist. v. Enron Corp., 889 S.W.2d 562 (Tex. App.-Houston
[14th Dist.] 1994), rev'd 922 S.W.2d 931 (Tex. 1996).

202.

TEX. TAX CODE ANN.

§ 23.12(f) (Vernon 1992).

203. Spring Indep. Sch. Dist., 889 S.W.2d at 568.
204. Enron, 922 S.W.2d at 935.
205. Id. at 936.
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reflective of fair market value. 20 6 With respect to the requirement that
no exemption be granted without constitutional authority, the court reasoned that an exemption did not exist merely because the valuation date
would affect which property was taxed in a particular year. Rather, the
fixing of any tax date would result207in certain property escaping tax had
another valuation date been used.
The Fort Worth Court of Appeals, in Resolution Trust Corp. v. Tarrant
County Appraisal District,208 held that the Resolution Trust Corporation
(RTC) is immune from agricultural rollback taxes.20 9 The doctrine of
sovereign immunity exempts agencies of the United States from liability
for punitive fines or assessments absent express congressional authorization.2 10 However, pursuant to section 1441a(g) of the Financial Institu211
tions Reform, Recovery, and Enforcement Act of 1989 (FIRREA), 212
Congress waived immunity for real estate taxes owed by the RTC.
Therefore, the court was required to determine whether rollback taxes
are covered by the waiver set forth in FIRREA. The court first determined that section 1441a(g) of FIRREA does not waive the RTC's immunity from penalty real estate taxes, reasoning that the waiver in section
1441a(g) should be construed strictly in favor of immunity against penalty
taxes. 21 3 The court then concluded that rollback taxes are penalty taxes
because of (a) the reference in the relevant statute to the imposition of
"sanctions" in furtherance of the agricultural exemption and (b) the reference in the former Texas Property Tax Board's Agricultural Manual to
the rollback tax as a penalty for taking land out of agricultural
214
production.
B.

PROCEDURE

In CentralAppraisal District of Rockwall County v. Lall,215 the Texas
Supreme Court held that Tax Code section 42.08(b), 216 which provides
that a taxpayer forfeits its right to a judicial review of a property tax assessment if the taxpayer fails to pay, before the delinquency date, the
greater of (1) the amount of taxes not in dispute, or (2) the amount of
206. Id. at 940.
207. Id at 940-41.
208. 926 S.W.2d 797 (Tex. App.-Fort Worth 1996, no writ).
209. Id. at 805. Rollback taxes for open-space land are imposed wherever the use of
the land changes from that satisfying the definition of qualified open-space. TEX. TAX
CODE ANN. § 23.55(a) (Vernon 1992). The rollback tax equals the difference between the
taxes imposed on the land for the five years immediately preceding the year in which the
change in use occurs had the land been taxed based on market value versus the tax based
on special appraisal as open-space land, with interest from the original due date for each
year at seven percent per year. Id.
210. Missouri Pac. R.R. v. Ault, 256 U.S. 554 (1921).
211. 12 U.S.C. § 1441a(g) (Supp. 1997).
212. Tarrant County Appraisal Dist., 926 S.W.2d at 805.

213. Id at 802-03.
214. Id. at 804.
215. 924 S.W.2d 686 (Tex. 1996).
216. TEX. TAX CODE ANN. § 42.08(b) (Vernon 1992 & Supp. 1997).
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taxes imposed on the property for the preceding year, is unconstitutional
only as to the second prong of the payment requirement. 217 The Dallas
Court of Appeals had ruled that section 42.08 was unconstitutional in its
entirety. 218 The constitutional provision at issue is Article I, section 13 of
220
the Texas Constitution, 219 which guarantees the right to open courts.
The court reasoned that the first prong does not violate the open courts
guarantee because it is reasonable to require solvent taxpayers to pay
their undisputed taxes timely so that the taxing authorities may have a
steady revenue stream. 221 The court concludes, however, that the second
prong has no such legitimate purpose. 222 The appraisal districts asserted
that failure to require taxpayers to pay an amount at least equal to last
year's tax on the property would prevent them from providing essential
services. However, given that this requirement had been in the law for
only the last 14 years, and that taxing jurisdictions did not suffer financial
collapse before then, the court found that the warnings of financial collapse were unjustified. 223 Without a sufficient legislative purpose for the
requirement, the court concluded that the second prong unreasonably interfered with an individual's right of access to the courts.224 The appraisal districts also argued that the exception in section 42.08 for
indigent taxpayers should thwart any challenge to section 42.08 under the
open courts guarantee.225 In Lall, the taxpayers did not assert that they
were financially unable to prepay their taxes. Relying on earlier cases,
the court held that the guarantee of open courts should not depend on
226
the amount of a taxpayer's assets.
217. Lall, 924 S.W.2d at 690.
218. W. V. Grant Evangelistic Ass'n v. Dallas Central Appraisal Dist., 900 S.W.2d 789
(Tex. App.-Dallas 1995), modified and remanded, Central Appraisal Dist. of Rockwall
County v. Lall, 924 S.W.2d 686 (Tex. 1996).
219. TEX. CONST. art. I, § 13. This provision has been interpreted to include three constitutional guarantees: (1) courts must actually be open and operating; (2) the legislature
cannot impede access to the courts through unreasonable financial barriers; (3) the legislature may not abrogate well-established common-law causes of action unless the reason for
its action outweighs the litigants' constitutional right of address. See Texas Ass'n of Business v. Texas Air Control Bd., 852 S.W.2d 440, 448 (Tex. 1993).
220. TEX. CONST. art. I, § 13.
221. Lall, 924 S.W.2d at 690.
222. Id. at 693.
223. Id. at 692.
224. Id.
225. Id. The forfeiture provision set forth in section 42.08(b) is subject to an exception
for taxpayers who file an oath of inability to pay the taxes at issue if it is determined that
the payment would constitute an unreasonable restraint on the party's right of access to the

courts. TEX.

TAX CODE ANN.

§ 42.08(d) (Vernon Supp. 1997).

226. Lail, 924 S.W.2d at 692. In Harris County Appraisal Dist. v. Herrin, 924 S.W.2d
154 (Tex. 1996), the Texas Supreme Court held that failure to tender any amount of taxes
on or before the prepayment date in a circumstance in which the property's value was
being challenged violates section 42.08(b) and results in the taxpayer failing to satisfy the
jurisdictional prerequisites to appealing the appraisal review board's determination of
value. Id. at 155. Although the court reiterated that the second prong of section 42.08(b)
is unconstitutional, the taxpayer is still required to timely pay the amount of taxes not in
dispute (unless the financial inability provisions are satisfied). Id. The court did, however,
remand the case to the trial court to determine whether any special terms and conditions
should be imposed under the facts at hand. Id.
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As during the last Survey period, there were several decisions concerning motions under section 25.25 of the Tax Code. In Comdisco, Inc. v.
Tarrant County Appraisal District,227 the Fort Worth Court of Appeals
held that section 25.25(c)(1), 228 which allows for motions to change the
appraisal roll due to clerical errors, is applicable under circumstances in
which the taxpayer made a clerical error. 229 This decision is in direct conflict with the Dallas Court of Appeals' decision in Collin County Appraisal District v. Northeast Dallas Associates230 In Comdisco, the
taxpayer had erroneously listed a computer's value on its rendition form
as $13 million rather than $1.3 million, and thus paid more taxes than it
should have. The error apparently was discovered after the protest period; therefore, the taxpayer filed a motion under section 25.25(c) to correct the tax rolls. Section 25.25(c) provides that at any time before the
end of five years after the beginning of a tax year, the appraisal review
board, on the motion of either the appraisal district or the taxpayer, may
change the appraisal roll to correct, among other matters, clerical errors
that affect a property owner's liability for a tax imposed in that tax
year.231 Section 1.04(18) defines the term "clerical error" as
an error: (A) that is or results from a mistake or failure in writing,
copying, transcribing, entering or retrieving computer data, computing, or calculating; or (B) that prevents an appraisal roll or a tax roll
from accurately reflecting a finding or determination made232by the
chief appraiser, the appraisal review board, or the assessor.
In Northeast Dallas, the court of appeals, relying on legislative history,
read the word "or" between clauses (A) and (B) as an "and," thus reasoning that only clerical errors by the appraisal district, the appraisal review board or the tax assessor fit within the definition of an error.233
However, the Fort Worth Court of Appeals concluded that the statute is
clear on its face, and that interpreting the "or" as an "and" is strained. 234
Furthermore, the court concluded that when a statute is clear on its face,
there is no reason to resort to legislative history. 235
In Dallas CentralAppraisal Districtv. Park Stemmons, Ltd.,236 the Dallas Court of Appeals held that a property owner could not challenge
under section 25.25(d) of the code 237 the valuation of property it acquired
after January 1 of the relevant tax year if the prior owner (the owner as of
January 1 of the tax year) had already executed a written agreement with
the appraisal district establishing the appraised value of the property for
227.
228.
229.
230.

927 S.W.2d 325 (Tex. App.-Fort Worth 1996, writ ref'd).
TEX. TAX CODE ANN. § 25.25(c)(1) (Vernon 1992).
Comdisco, 927 S.W.2d at 327.
855 S.W.2d 843, 848 (Tex. App.-Dallas 1993, no writ).
231. TEX. TAX CODE ANN. § 25.25(c)(1) (Vernon 1992).
232.
233.
234.
235.

Id. § 1.04(18) (Vernon 1992).
Northeast Dallas, 855 S.W.2d at 848.
Comdisco, 927 S.W.2d at 327.
Id. (citing Moreno v. Sterling Drug, Inc., 787 S.W.2d 348, 352 (Tex. 1990)).

236. No. 05-95-00691-CV, 1996 Tex. App. LEXIS 4269 (Tex. App.-Dallas, Sept. 20
1996, n.w.h.) (not designated for publication).
237. TEX. TAX CODE ANN. § 25.25(d) (Vernon 1992).
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the tax year.2 38 Pursuant to section 25.25(d), a property owner may file a
motion to correct valuations which exceed the correct appraised value by
more than one-third. 239 However, this section may not be used if the
property was the subject of a protest brought by the property owner or if
the appraised value of the property was established as a result of a writ2 40
ten agreement between the property owner and the appraisal district.
The taxpayer's position in Park Stemmons was that the reference in the
statute to a written agreement between "the" property owner and the
appraisal district should be interpreted to mean only a written agreement
between the current property owner and the appraisal district. The court
rejected this argument, reasoning that the relevant language does not distinguish between "the current" property owner and "a previous" prop241
erty owner.
In Fountain Parkway, Ltd., v. Tarrant Appraisal District,242 the Fort
Worth Court of Appeals held that the forty-five day period set forth in
section 25.25(g) 24 3 to file a suit compelling a change in the tax rolls pursuant to a successful motion under section 25.25 is jurisdictional and
mandatory. 2 " In this case, the suit was filed forty-eight days after receiving the appraisal review board's orders pursuant to a motion under section 25.25(d). The crux of the taxpayer's argument was that section
25.25(g) provides that the taxpayer "within 45 days ... may file suit to
compel the board to order a change in the appraisal roll," 24 5 but that
there is no provision in section 25.25 providing that failure to meet such
forty-five day period bars any further judicial action. 24 6 The court rejected the taxpayer's logic, reasoning that the time limits for filing suit
under chapter 42 of the Tax Code are jurisdictional and mandatory and
that there is no reason why section 25.25(g) would be construed any
247
differently.
IV.

OTHER DEVELOPMENTS, INCLUDING STATUTES OF
LIMITATIONS AND PERSONAL LIABILITY

A.

STATUTE OF LIMITATIONS

As during the last Survey period, the courts faced interesting statute of
238. Park Stemmons, 1996 Tex. App. LEXIS 4969, at *2-3.
239. TEX. TAX CODE ANN. § 25.25(d) (Vernon 1992).

240. Id.
241. Park Stemmons, 1996 Tex. App. LEXIS 4969, at *4.This case distinguishes Jim
Sowell Constr. Co. v. Dallas Cent. Appraisal Dist., 900 S.W.2d 82 (Tex. App.-Dallas 1995,
writ denied), which held that the taxpayer was not barred from utilizing section 25.25(d)
even if it had filed a protest challenging the property's valuation for the relevant tax year if
the protest had been withdrawn. See Ohlenforst, 1996 Annual Survey, supra note 83, at
1358-61 for a discussion of several cases addressing section 25.25(d) (including Jim Sowell).
242. 920 S.W.2d 799 (Tex. App.-Fort Worth 1996, writ denied).
243. TEX. TAX CODE ANN. § 25.25(g) (Vernon 1992).

244.
245.
246.
247.

Fountain Parkway, 920 S.W.2d at 802.
TEX. TAX CODE ANN. § 22.25(g) (Vernon 1992) (emphasis added).
Fountain Parkway, 920 S.W.2d. at 801.
Id. at 801-02.
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limitation issues. In Sharp v. IBM,2 48 the Austin Court of Appeals affirmed the judgment of the trial court holding that IBM's franchise tax
refund claims were timely filed. 24 9 IBM had requested an extension of
the time in which to file its franchise tax report and subsequently filed a
claim for refund within four years of the extended due date for the return.
The Comptroller argued that the extension did not extend the time that
the franchise tax became "due and payable," partly because the taxpayer
is required to pay franchise tax at the time it files its request for extension. IBM countered that the extension for the return filing date also
extended the due date for payment, or at least the payment of any additional franchise tax due, until the extended date, and the trial court
agreed. Following a careful analysis of the statutory provisions, the appeals court concluded that the four-year statute of limitations had been
tolled during the more than two-year period during which the administra250
tive claim for refund was pending.
Another part of the court's discussion focuses on a second claim for
refund that IBM filed. The Comptroller argued that because no denial of
this second claim for refund had been issued, and no motion for rehearing
had been filed with respect to the second refund claim, IBM was not entitled to present its claim for refund to the court. The Comptroller based
this argument on the grounds that IBM had not complied with all the
administrative procedural requirements before reaching court.2 51 The
court concluded, however, that under the facts of this case, IBM's actions
to place both the first and second claim for refund before the court
"achieve[d] judicial efficiency and prevent[ed] unnecessary waste of judi'2 52
cial resources.

B.

PERSONAL LIABILITY

The Comptroller issued seven administrative decisions on the same day
concerning the assessment of personal liability against an officer or director of a corporation that allegedly collected, but failed to remit sales or
use tax. 253 These decisions were issued separately but all contain a sec248. 927 S.W.2d 790 (Tex. App-Austin 1996, writ denied).
249. Id. at 795.
250. Id. at 792-93.
251. See TEX. TAX CODE ANN. § 112.151 (Vernon 1992) (requiring, inter alia, that a
taxpayer file a motion for rehearing that has been denied prior to filing suit).
252. IBM, 927 S.W.2d at 795. The case also points out that the state had addressed only
the timeliness of IBM's refund claims in the administrative hearing, and had based its denial of the refund claim solely on that ground. Therefore, the state could not for the first
time dispute at the courthouse the specificity of IBM's motion for rehearing. IBM had,
according to the court, properly identified that it had overpaid its franchise taxes and then
addressed the issue on which the Comptroller had denied its refund request. Id. at 794.
253. Tex. Comp. Pub. Acc'ts, Hearing No. 29,521 (May 23, 1996), 1996 Tex. Tax LEXIS
282; Tex. Comp. Pub. Acc'ts, Hearing No. 31,968 (May 23,1996), 1996 Tex. Tax LEXIS 285;
Tex. Comp. Pub. Acc'ts, Hearing No. 31,969 (May 23, 1996), 1996 Tex. Tax LEXIS 284;
Tex. Comp. Pub. Acc'ts Hearing No. 32,093 (May 23, 1996), 1996 Tex. Tax LEXIS 281; Tex.
Comp. Pub. Acc'ts, Hearing No. 32,094, 1996 Tex. Tax LEXIS 280; Tex. Comp. Pub. Acc'ts,
Hearing No. 32,110 (May 23, 1996), 1996 Tex. Tax LEXIS 286; 1996 Tex. Comp. Pub.
Acc'ts, Hearing No. 32,669 (May 23, 1996), 1996 Tex. Tax LEXIS 283.
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tion entitled "Notice of Related Cases" that summarizes the different
legal propositions found in these cases. Taken as a group, these decisions
illustrate the Comptroller's standards for personal liability. Generally,
the Notice states that the Comptroller does not have the authority to
make an assessment based on the common law tort of conversion,, but
does have authority to make an assessment based on Tax Code section
111.016254 against an officer or director of a corporation for sales and use
taxes collected but not remitted.2 55 The Tax Division has the burden of
proof in such cases-by clear and convincing evidence.2 5 6 With respect to
an accrual method corporate taxpayer, to prove that the corporation collected tax, evidence that the corporation submitted sales and use tax returns showing that the tax was due will not be sufficient proof; likewise,
evidence that an officer or director signed returns showing that tax was
due will not be sufficient, by itself, to prove that the corporation, the officer, or the director actually collected the amount of tax due shown on
the returns.2 5 7 With respect to a cash method corporate taxpayer, evidence that the corporation submitted returns showing the amount of tax
due will generally be sufficient proof to establish a prima facie case that
2 58
the corporation collected the tax.
A prima facie case of personal liability against an officer or director of
an accrual method corporate taxpayer is made by evidence that an actual
amount of taxes was collected but not remitted, evidence that the officer
or director knew that the taxes were collected but not remitted, and evidence that the officer or director exercised financial control over the corporation to the extent that he or she was in a position either to properly
remit the collected taxes or to divert them for another purpose. 259 With
respect to a cash method corporate taxpayer, prima facie proof of personal liability generally can be met by evidence that an officer or director
signed returns showing that tax was due and evidence that the officer or
director exercised financial control to the extent that he or she was in a
position either to properly remit the collected taxes or to divert them for
another purpose.2 60 The Notice lists the following six non-exclusive factors to determine whether an officer or director exercised the requisite
financial control: "[1] preparation of returns; [2] signing returns; [3] authority to write checks on the corporation's ...accounts; [4] authority to
enter into and/or approve contracts on behalf of the corporation; [5] authority to receive and disburse funds on behalf of the corporation; and [6]
''2 61
an ownership interest in the corporation.
In Comptroller Hearing No. 29,521262 (one of the seven decisions re254. TEX. TAX CODE ANN. § 111.016 (Vernon 1992).

255. E.g., 1996 Tex. Tax LEXIS 286, at *7.
256. Id.
257. Id. at *8.
258. Id. at *9.
259. Id. at *8-9.
260. Id. at *9.
261. Id. at *9-10.
262. 1996 Tex. Tax LEXIS 282.
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leased the same day), personal liability was asserted against a corporation's president for taxes collected and not remitted by the corporation.
The Tax Division asserted two theories to support its contention that the
officer should be held personally liable: first, as a participant in the tort
of conversion, based on Dixon v. State,263 and second, statutory fiduciary
liability under section 111.016 of the Tax Code. 264 The decision examines

Dixon and another appellate case, both of which alleged liability under
section 111.016 and alleged conversion only as an alternative theory, but
both held an officer/director liable for taxes collected but not remitted
based on the tort of conversion; neither case specifically addressed liability under section 111.016. The administrative law judge questioned the
Comptroller's authority to assess tax based on common-law conversion
because the Tax Code does not appear to authorize such assessment.
However, the administrative law judge added that the Comptroller is not
prevented from bringing suit against the officer or director based on conversion. The decision reviews Gary W Clark v. State of Texas and City of
Georgetown, an unpublished Third Circuit decision, in support of the theory that the courts interpret Dixon as standing for the proposition that an
officer can be personally liable under either common-law conversion or
265
the trust-fund theory.
Several of these decisions evidence the Comptroller's efforts to collect
26 6
tax from individuals when the corporate taxpayer fails to pay.

V. CONCLUSION
The Governor's Task Force, which held public hearings during the Survey period, considered three possible alternatives for funding property
tax relief: expansion of the existing sales tax, enactment of a broad-based
263. 808 S.W.2d 721 (Tex. App.-Austin 1991, writ dism'd w.o.j.).
264. TEX. TAX CODE ANN. § 111.016 (Vernon 1992).
265. The administrative law judge noted that Clark was a puzzling case; the court recognized it had expressly declined to decide the earlier cases on the trust-fund theory, noted it
was the corporationthat owed a fiduciary duty to the state, and that an officer could nonetheless be held liable for his own tortious conduct. The court then concluded by applying
Dixon to hold the officer liable under the trust-fund theory. 1996 Tex. Tax LEXIS 282, at
*23-24. The administrative law judge ultimately found the officer in this hearing personally
liable for the taxes collected and not remitted and in doing so, specifically held that section
111.016 does not apply only to permitted taxpayers. Id. The administrative law judge further concluded that Tex. Comp. Pub. Acc'ts, Hearing No. 30,186 incorrectly relied on
Dixon for the proposition that the Comptroller can administratively assess tax based on
common law tort theory. Id. at *24.
266, See, e.g., 1996 Tex. Tax LEXIS 284 & 285 (finding individuals with check-writing
authority and authority to disburse corporate funds liable for taxes for the periods for
which the individual signed the returns); 1996 Tex. Tax LEXIS 281 (holding that the Tax
Division, by failing to establish the actual amount of tax received or collected, failed to
meet the burden of proof; there was no evidence whether the corporation used the cash or
accrual method, so the evidence of underpayment of returns did not prove that the reported tax was ever collected); 1996 Tex. Tax LEXIS 280 (determining that the Tax Division failed to establish the actual amount of tax received or collected and noting that the
officer/director clearly had some control over corporate finances but that she was not the
only person with such control and other persons could have been responsible for remitting
the correct amount of taxes to the state).
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business-activity tax267 and a gross-receipts tax. At the end of the Survey
period, the gross receipts tax appeared the first casualty of the three,
while sales and business-tax alternatives continued to fuel controversy.
As this Article went to press, the Texas Legislature was once again considering the possibility of significant tax reform.

267. See Tex. Comp. Pub. Acc'ts, Hearing No. 34,301 (Sept. 9, 1996) 1996 Tex. Tax
LEXIS 472 (discussion of the Michigan single business tax and the Texas franchise tax).

